EXHIBIT 4

FINANCIAL STATEMENTS




EDGAR Ease 4.0a -- 85182, , BTI Telecom Corp. -- Page 2 of 24

R. R. Donnelley Rev «() 05/15/2001 16:00:16 form10q_85182.tx, Seq: 2
BTl Telecom Corp. - File Page/Sheet: {
Filename: form10g_85182.txt
Comment/Description: FORM 10-Q

{this header is not pait of the document)

SECURITIES AND EXCHANGE COMMISSICN
WASHINGTCN, D.C, 20549

FORM 10-0Q

[X] QUARTERLY REPORT PURSUANT TO SECTICON 13 OR 15!d) OF THE SECURITIES
EXCHANGE ACT OF 19234

For the guarterly period ended March 31, 2001
or
[1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15{d) OF THE SECURITIES

EXCHANGE ACT OF 1934
From the transition period from te

Commission file number 333-41723

BTI Telecom Corp.
(Bxact name of registrant as specified in its charter;

North Carolina 56-2047220
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Ne.)

4300 Six Forks Road
Raleigh, North Carolina
{address of principal executive cffices)

27603
{Zip Code}

(800) B43-3100
(Registrant's telephone number, including area code)

Securities registered pursuant to Section 12t{h) of the Act: None
Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports
required to be filed by Section 13 or 15{d) of the S=scurities Exchange Act of
1934 during the preceding 12 months {or for such shorter period that the
registrant was reguired to file such reports}), and {(2) has been subject to such
filing requirements for the past 90 days. Yes [X] No [ ]

Indicate the number of shares outstanding of each of the issuer's classes
of common stock, as of the last practicable date.

No Par Value Common Stock 92,543,370 shares as of May 11, 2001




EDGAR Ease 4.0a -- 85182, , BTI Telecom Corp. -- Page 3 of 24

R. R. Donnelley Rev -() 05/15/2001 16:00:16 form10q_85182.txt, Seq: 3
BT! Telecom Corp. - File Page/Sheet: {
<PAGE>

BTI TELECOM CORP.

FORM 10-0Q
INDEX
«TAELE>
<CAPTION:
Page
Number
<S> <
Part I. FINANCIAL INFORMATION
Tkem 1. Financial Statements
Consolidated Balance Shesets as of December 31, 2000 and March 31, 2000 ..ot oe in e aiie e e aenreennnn 3
Coneolidated Statements of Operations for the three months ended March 31, 2000
Lo B3 L P 4
Consolidated Statements of Cash Flows for the three monthe ended March 31, 2000
o L 5
Notes to Consolidated Financial Statements. .. &
Item 2. Management's Discussion and Analysis of
L8 = = T - B
Item 3. Quantitative and Qualitative Disclosure About Marker Ris 15
Part IT. QOTHER INFORMATION
Item 1. Legal Proceedings. .. ...ooou it iii e P 14
Item 2. Changes in Securities and Use of Proceeds . 16
Item 6. Exhibhits and Reports on Form B-K....................... P 1s&
L= R o 17

</ TABLE>




EDGAR Ease 4.0a -- 85182, , BTI Telecom Corp. --

Page 4 of 24

R. R. Donnelley Rev -(} 05/15/2001 16:00:16
BTI Telecom Corp. -

form10q_85182.1xt, Seq: 4
File Page/Sheet: /

<PAGE=>
BTI TELECCM CORF.
CONSOLIDATED BALANCE SHEETS
{In thousands, except share data)

<TABLE>
<CAPTION>

Aspets

Current assets:

<85>
Cash and cash equivalents.. ... ... ... ... ... ... ... .. cauann e
o e o B Y- T
ACCOUNEE relelvab e, Iab . .. e e e
Accounts and notes receivable from related
Other current asgets.................. P

Total current asgetsS. . ... .n i
Property, plant and equipment;
Property, plant and equipment
Congtruction in progress
Less: accumulated depreciation

Total property, plant and egUipPREnT .. ... ... ... .. it o teie it aaata et
Other asBabe, AT . . ., it it it e e
Total asseks......... e 4t e e e e e e e e e e e e e e e me e e

Liabilities, redeemable preferred stock and shareholders' deficit
Current liabilities:
Accounts payable...,......
Accrued expenses.......... . A . R R
Accrued interest............ .. ... .. . e . .. - .-
Current portion of long-term debt.
Advance billings and other liabilities

Total current liabilibies. oot i i it e e
Long- LT bl . . L. e e e e e
Other long-term liabilities. . . ... ... it te et ee et iee e P

Total liabilities....... b e E b e b e d s e x r e e e e e e
Redeemable preferred atock, §.01 par value, authorized 10,000,000 shares:
Series A redeemable convertible preferred stock, 200,000 shares issued
and oputstanding laggregate liguidation preference of £$212,000 and $215,000 in 2000 and

e A T T o N
Seriee B redeemable convertible preferred stock, 52,999 sghares issued
and cutstanding {aggregate liguidation preference of 360,000 in 2001) ...v v rvunrrnruenns

Shareholders' deficit:
Commen stock, ne par value, authorized 500,000,000 shares, 92,397,661 and
92,543,370 shares issued and oubstanding in 2000 and 2001, respectively
Common SEOCK WAYTanTS. ...y virervnar .y
Unearned compensation
Accurulated defiecit.......

Total shareholders! Aelioil. oo ..ttt oottt et e e e

Teotal liahilities, redeemable preferred stock and sharehclders' deficik.....................
</TABLE>

See accompanying notes to consolidated financial statements.

3

December 31,
2000

<Cx
$ 5,570

45,296
790
4,855

295,263
54,330
72,950

277,649
23,062

% 95,584
5,520
8,711
9,450

11,469
130,734
328,918

1,468

461,120

204,198

3,411
27,000

(852}

(337,515}

March 31,
2001

(Unaudited)

<Cx
3 70,357
3,005
53,008
762
4,548

131,720

358,834
1,640
H1,492

278,582
27,559

$83,112
14,315
1,575
6,550
20,603
126,155
377,981
1,400

505,536

207,522

58,716

2,966

34,304
(336)
(370,447)
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BTI TELECCM CORP,
CONSCOLIDATED STATEMENTS OF OFERATIONS
{Tnaudited)
{In thousands, except per share data)
<TABLE>
<CAPTION:
<B>
Eevenue

Cost. of services.

Brose Profit. .o e e,
Selling, general and administrative expenses..
Depreciation and amortization....
Regbructuring costs

LOBS fIom ODerationB. vttt vt e ame st ea et i e e,
Other {expense) income:
InEereEL BXPOIBE . .. ... e e e e
Other {(expense] income, net

Loss before income taxes
Income taxes

A T
Dividend on preferred SLoCK. .. ... r . oae e e e et e s

Het loss available for common shareholders
Basic and diluted 1088 Par SRaFE. ... .c it ineenn e
Baeie and diluted weighted average shares outstanding

</ TABLE>

See accompanying notes to conseolidated financial statements.

Three Months Ended

March 31,
2000 2001
<Cn <Cw
$ 66,677 3 73,276
41,656 44,047
25,021 29,229
26,407 29,682
7,148 10,506
- 10,141
(8,534) (21,020)
(7,548) (8,738)
(1,363) 151

$ (17,445) § (29,607)
(3,000) (3,000)
3 (20,445) § (32,507)
E (0.22) & (0.35)
52,398 92,543




EDGAR Ease 4.0a -- 85182, , BTI Telecom Corp. --

Page 6 of 24

R. R. Donnelley Rev -{} 05/15/2001 16:00:16
BTI Telecom Corp. -

form10q_85182.txt, Seq: 6
File Page/Sheet: /

<PAGE>
BTI TELECOM CORB.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)
{In thousands)
<TARLE=>
<CAPTION:
<8
Operating Activities:
Net loss..... A b e e e e e e e e e a4 e e e e e PN

Adjuatments to reconcile net loss to net
cash used in cperating activities:
Depreciation......................
Amortizatien........ e
Non-cash compensarion related to stock options
Changes in cperating assets and liabilities:

hecoounts receivable. . ... .. ...l aii i iaaa cee
Accounts and notes receivable from related parti . .. e A
Other assets......... e e et e e e e e e

Rcocounts payable and accrued expenses
Accrued Interest eXpense.................. .. . e
Zdvance billings and other liabilities............ b raaa e e e

Net cash used in cperating activities............................ s

Investing Activities:
Change in restricted Casl. . ... ... .t it e
Purchages of preoperty, plant and equipment, net.... e e
Purchase of other assets. ... ... ... . . i A

Net cash used in dnvesting acbivities. ... . ... it ittt e it ceecae e

Financing Activities:
Het proceeds from long-term BorrowWings. .. oottt it i
Increase in deferred financing costs and other &88eLSE....-vv.vrvrrerrocnrnn.s
Additional issuance coste of redeemable preferred stock
Iesuance of common stock related to options exercised..... A e
Proceeds from issuance of redeemable preferred stock, nmet... ... ... ... ...

Het cash (used in! provided by fimancing activities..........o..ooiooi ooy,

Net (decrease) increase in cash and cash eguivalents...........oiiiouiinnn i ..
Cash and cash equivalents at beginning of perdiod. . . . o . e

Cash and cash equivalents at end of period. .. ... .. .. ... i
Supplemental disclosure of cash flow information:
LT O T R e ol I o

</TABLE»

See accompanying notes to consclidated financial statements.

Three Months Ended

March 31,
2000 2001
<Cx <O

510(17,445) 5(29,607)
5,945 8,584
1,203 1,922
1] 66
(1,490) (7,712)
& 28
{711} {63)
{708} {3,678)
(6,778} {(?,136)
64 9,066
(19,831) (28,530)
12,750 {3,008)
(29,185} (9,915)
(1,555} (2,378)
(17,860} (15,238)
-- 46,164
(49) (3,531}
(60} --

- 4
- 66,018
(109} 108,655
(37,500) 54,827
86,149 5,570
570,397
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BTI TELECOM CORP.
NOTES TO CONSOLIDATED FINANCTIAL STATEMENTS

March 31, 2001
{Unaudited)

Note 1: The Company and Significant Accounting Policies
Basis of Presentation

The consolidated financial statements include the accounts of BTI Telecom
Corp. and its wholly owned subsidiaries (the "Company" cr "BTITC") after
elimination of intercompany transactions. The consolidated interim financial
statements of BTITC included herein are unaudited and have been prepared in
accordance with generally accepted accounting principles ("GAAP") for interim
financial reporting and in accordance with Securities and Exchange Commission
rules and regulations. Certain information and footnote disclosures normally
included in financial statements prepared in accordance with GAAP have been
condensed or omitted pursuant to such rules and regulations. In the opinion of
management, the financial statements reflect all adjustments (all of which are
of a normal and recurring nature, notwithstanding the one-time restructuring
charge for the period ended March 31, 2001, as described in Note 5) that are
necessary to present fairly the financial position, results of operations and
cash flows for the interim periods. The results for any interim period are not
necessarily indicative of the results for any other period. These financial
statements should be read in conjunction with the Company's Annual Report on
Form 10-K for the year ended December 31, 2000.

Preparation of the financial statements in conformity with GARP requires
management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at
the date of the finaneial statements, and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those
estimates,

Certain amounts in the March 31, 2000 financial statements have been
reclassified to conform to the March 31, 2001 presentation.

On January 1, 2001, the Company adopted Statement of Financial Accounting
Standards No. 133, "Accounting for Derivative Instruments and Hedging

Activities" ("SFAS 133"} and Statement of Financial Accounting Standards No.
138, "Accounting for Certain Derivative Ingtruments and Certain Hedging
Activities--an amendment of FASB Statement MNo. 133" {"SFAS 138"). SFAS 133, as

amended by SFAS 138, requires the recognition of all derivatives on the
Company's consolidated balance sheet at fair value. The adoption of SFAS 133, as
amended, had no effect on results of operations or financial position, as the
Company did not have derivative instruments at January 1, 2001.

Property, Plant and Equipment

Interest costs associated with construction of capital assets, primarily
fiber optic network and switching facilities, are capitalized. The total amount
capitalized for the three-month periods ended March 31, 2001 and 2000 was $0.8B
million and $0.1 million, respectively.

Costs associated with the construction of the fiber optic network are
classified as "Comstruction in Progress" in the accompanying consolidated
balance sheets., Bs segments of the network are completed, these coste will be
transferred into service and depreciated over their useful lives,

Goodwill

Goodwill represents the excess of the cost of the acquisition over the sum
of the amounts assigned to identifiable assets acquired less liabilitiss assumed
using the purchase method of accounting. Goodwill ig periodically reviewed for
impairment based upon an assessment of future operations to ensure that it is
appropriately valued. Amortization is provided using the straight-line method
over 25 years.
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BTI TELECOM CORP.
NQTES TC CONSCLIDATED FINANCIAL STATEMENTS -- (Continued)
Note 2: Long-Term Debt And Credit Facilities

Senior Notes--On September 22, 1997, the Company issued 3250.0 million of
10 1/2% Initial Notes which were exchanged for Senior Notes in January 19%3. The
entire original principal balance is due September 2007, with interest pavable
semi-annually on March 15th and $eptember 15th of each year. The Senior Notes
contain various financial and administrative covenants with which the Company
must comply, including restrictions on the incurrence of additional indebtedness
and payment of dividends under circumstances specified in the indenture
governing the Senior Notes. As of March 31, 2001, the Company was in compliance
with all such covenants.

Senior Secured Note-- Concurrent with the March 30, 2001 Series B
trangaction, as disclosed in Note 3, the Company alsoc issued a Senior Secured
Note (the "Note") to WCAS Capital Partners IIT, L.P., or WCAS CP III in the
amount of $50 million. The Note is secured by a second priority lien on certain
of the Company's assets and matures immediately following the repayment of the
restructured senior credit facilities. The Note bears interest at the higher of
10% per annum or the rate existing on cur senior credit facilities, and contains
covenants identical to those contained in our senior credit facilities. The Note
also provided for the issuance to WCAS CP III of 7,143 shares of Series B, and
1.5 million warrants at $.0l1 per share. The number of related warrants
outstanding is subject to adjustment based uvpon the Company's financial
performance,

The proceeds of the Series B transaction and the Note will be used to
continue building the Company's telecommunications network, to expand its
infrastructure and marketing resources, to make acquisitions, and to provide
working capital and for other general corporate purposes.

Credit Facilities--In 1%%8, the Company amended and restated its existing
%60.0 million revolving credit facility to provide a 530.0 million revolving
credit facility and a $30.0 million capital expenditure facility with GE
Capital. Borrowings under the GE facilities could be used for working capital
and other purposes, The facilities agreement was to expire and amounts
outstanding were due in September 2002. Borrowings under the facilities were
secured by substantially all of the Company's assets and wWere to bear interest,
at the Company's option, at either the 30-, 50- or 90-day LIBOR rate plus 4% or
the prime rate plus 3%. The Company was also required te pay a fee of 0,375% per
year on the unused commitment. The facilities contained various financial and
administrative covenants with which the Company must comply on a monthly and
guarterly basis, including certain restrictions on the payment of dividends.

In September 199%, the Company cbtained an additicnal $60.2 million credit
facility with Bank of America. Borrowings under the Bank of America facility
were to be used to finance segments of the Company's fiker optic network and
associated infrastructure. The facility agreement was to expire and amounts
outstanding were due in September 2002. Borrowings under the facility were
secured by a first security interest in the Company's fiber optic network and
associated infrastructure and a secondary interest in substantially all of the
Company's assets, Outstanding amounts were to bear interest, at the Company's
option, at either the 30-, 60- or %0-day LIBOR rate or the prime rate, plus an
applicable margin. This margin varies based on the Company's financial positicn
from 2.0%-3.25% for borrowings under the LIBOR option and from 1.0%-2.25% for
borrowings under the prime rate option. The facility contained various financial
and administrative covenants with which the Company must comply on a monthly and
guarterly basis, including certain restrictions on the payment of dividends.

Effective March 30, 2001, the Company restructured its existing GE Capital
Facilities and its Bank of America Pacility. In connection with this
restructuring, the Company entered into a new $8B9% million lecan with GE Capital,
Bank of America, and Export Development Corperation (the "Loan"), which was
fully drawn at closing, notwithstanding certain outstanding letters of credit,
The Loan ccntains a provision te allow its expansion to $100 millicn if the
Company cktains a commitment from an additicnal lender. The Lean begins
guarterly amortization in 2003, and matures on April 30, 2007. The issuance of
the Loan was conditiconed upon the closing of the Series B preferred stock and
the Note discussed above,

Interest accrues on the Loan, at the Company's option, at either 1-, 2-,
3-, or 6-month reserve-adjusted LIBOR or an Index Rate (the higher of the Prime
rate or 50 basis peints over the Federal Funds Rate) plus an applicable marxgin,
The applicable margin varies, based upon the Company's financial condition, from
3.50% to 4.50% for LIBOR borrowings and from 2.50% to 3.50% for Index Rate
borrowings. The Loan is secured by a first priority lien on all of the Company's
assets. The Loan also requires a prepayment penalty of 1% during the first year,
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and 0% thereafter. The Loan requires compliance with various financial and
administrative covenants, including, among others, covenants limiting our
ability to incur debt, create liens, make distributions or stock repurchases,
make capital expenditures, engage in transactions with affiliates, sell assets
and engage in mergers and acquigitions. In addition, the Loan contains
affirmative covenants, including, among others, covenants requiring maintenance
of
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corporate existence, licenses and insurance, payments of taxes and the delivery

of financial and other information. The Company is in compliance with these
covenants as of March 11, 2001.

Note 3: Preferred Equity Investments

Series A Preferred Investment. On December 28, 1999, Welsh, Carson,
Bnderson & Stowe VIII, L.P. and two affiliated funds (together, “WCAS"), all of
which are accredited investors, purchased an aggregate of 200,000 ghares of our
Series A preferred stock and warrants to purchase 4,500,000 shares of our common
stock for a purchase price of $200.0 million. Each share of Series A preferred
stock ig initially convertible into 116.959 shares of common stock, subject to
adjustment. for certain dilutive issuances of our commen stock, If not converted,
the Series A preferred stock has a 6% accrued dividend payable upon conversien
in cash or in kind at our election. The purchasers of the Series A preferred
stock can redeem the stock at a price equal to the greater of liquidation value
or fair market value upon the later of December 28, 2006, or six months after
the date on which all amounts due on cur Senior Noteeg are paid in full. The
warrants Lo purchase 4,500,000 shares of common stock, subject to adjustment for
certain dilutive issuancesg, have an exercise price of %0.01 per share and are
exercisable for a period of ten years beginning on the earlier of a change in
control of BTI Telecom, Inc. or December 28, 2002. The warrants are cancelable
in the event we undertake a public offering of our commen stock and our stock
achieves certaln price levels.

Series B Preferred Investment. In two transactionsg during the first
gquarter of 2001, we issued 59,9929 shares of Series B preferred stock ("Series
B") to existing shareheclders at a price of $1,000 per share, providing total
proceeds of approximately $60 millicn. On January 12, 2001 we issued 2,999
shares to our Chairman and Chief Executive Qfficer (alsc our majority common
shareholder) and 10,000 shares to existing shareholder Welsh, Carson, Anderson
and Stowe VIII, L.P, and two affiliated funds (together, "WCAS"} to provide
interim working capital of approximately $20 million while the remaining
transactions were negotiated and c¢losed. On March 30, 2001, we completed the
second transaction, in which we issued an additional 40,000 shares of Series B
preferred stock to WCAS, also at a price of $1,000 per ghare, producing total
proceeds of $40 million. All shares of Series B have customary anti-dilution
pretections. The closing of the second transaction was subject to certain
conditions, including the restructuring of our senicr credit facilities and the
issuance of the Senior Secured Note, described above, in order to provide for a
fully funded business plan. The Series B terms alsc require the payment of a
$1.0 million financing fee to an affiliate of WCAS.

The terms of the Series B preferred stock also provide for the issuance of 12.6
million warrants to purchase our common stock at a price of $0.01 per share. The
number of warrants issued may be reduced to a minimum of 6.6 million, or
increased to a maximum of 18.6 millicn, based upon our attaining certain
financial plan objectives on a quarterly basis through the end of 2001. The
warrants are exercisable for a pericd of ten years beginning on January 12,
2001, and are subject to customary anti-dilution provisions.

Each share of Series B stock is convertible into 800 shares of our common stock.
The holders are also entitled to dividends equal to the greater of (i) &% per
annum of the original purchase price cf $1,000 per share or (ii} the amount of
dividends that would have been received during such period had the Series B been
converted into shares of our common gtock, Such dividends are payable in cash or
stock at our electicn. The Series B shareholders may redeem their shares at a
price equal to the higher of the fair market value or liquidation value upon the
later of January 12, 2008, or six months after our 10 1/2 % senior notes are
refinanced. In the event of liquidation, dissolution or winding up of the
Company, the holders are entitled te be pald our of the assets of the Company,
prior and in reference to common stockholders or any other class or series of
capital stock, an amount equal to the greatest of (i) $1,000 per share plus
accrued and unpaid dividends thereon, (ii) such amount as would have been
payable had the Series B been converted into shares of our common stock
immediately prior to such an event and (iii) an amount representing an internal
rate of return on the investment of the holders of the Series B of 20%.

The Series B agreement alse contains governance provisions whereby WCAS
representatives will constitute a majority of the Board of Directors until such
time as their ownership falls below a specified minimum level, In addition,
Peter Loftin entered into an agreement to vote his comron shares in favor of any
action approved by the Board of Directors. The Series B terms also provide
approval rights on certain types of transactions requiring a majority vote of
the Series B shareholders. The holderz of a majority of our Series A and Series
B shares may also direct the Board to effect a sale of the company after
December 31, 2002, or sooner, if we fall to meet certain financial performance
objectives,

Note 4: Income Taxes

For the three month periods ended March 31, 2001 and 2000, the Company
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generated net losses. The Company has established a valuation allowance for the
net deferred tax assets associated with these net operating losses. As such,
there was no impact on the results from operations for net operating losses
generated during the three-month periods ended March 31, 2001 and

2000. The Company will reduce the valuation allowance when, based on the weight
of available evidence, it is more likely than not that some portion or all of
the deferred tax assets will be realized.

Note 5: Contingencies

In April 2000, the Company was served with a lawsuit filed by Wachovia
Bank, MN.A. and Wachovia Securities, Inc. (collectively, *“Wachovia'l. Wachovia
alleged that the Company breached a letter agreement between Wachovia and the
Company which provided that Wachovia would receive a placement fee of $10
million in exchange for Wachovia's services as financial advisor. The parties
have agreed to a confidential settlement of this matter that includes a
dismigsal with prejudice of all claims. The full settlement amount, less the
amount originally accrued, has been recorded as additional eguity
transaction costs and therefore had ne impact on the Company's earnings.

Also in April 2000, the Company joined 13 other competing local exchange
companies to bring a lawsuit against AT&T and Sprint in federal court in
Virginia to collect access charges that the defendants have ordered and accepted
pursuant to the Company's lawfully £iled tariffs. As of March 31, 2001 AT&T owed
the Company approximately $7.4 millien and Sprint owed the Company approximately
$2.4 million for access services. Proceedings in this case are stayved until July
1%, 2001, while the FCC considers two issues that were referred to it by the
Court. In response to the Court's referral, in January 2001, AT&T and Sprint
filed a formal rate complaint against the Company at the FCC seeking unspecified
damages, Because discovery is ongoing, and due to the uncertainties inherent in
the complaint process, the Company is unable to predict the outcaome of these
complaints.

Note 6: Restructuring Costs

In March 2001, $10.1 million in restructuring costs were recorded
associated with the contraction of the Company's market expansion plans under
our current business plan. These costs, in accordance with EITF 94-3, represent
the long-term costs of canceling expansion in certain markets, primarily related
to local switching infrastructure. The amount recorded consists primarily of the
costs associated with long-term leases for unused facilities, net of any
sublease income, and restocking fees paid on returned eguipment. The remaining
liability as of March 31, 2001 is $9.2 million, which is included in acecrued
expenses on the balance sheet.

As of March 31, 2001, the following amounts were recorded [in thousands):

<TABLE>
<CAPTICOH=
Activity Three Months Ended
March 31, 2001
Write-offs/ Balance at
Accruals Payments March 31, 2001
<S> <Cx <C» <Cx
Severance costs 66 {66) -
Restock Feeg 38l {186)
Lease exit costs 5,693 {145)
Leagehold Improvements - {535)
Totals 10,140 (932}
</TRBLE>

Note 7: Other income (expense), net

For the three months ended March 31, 2000, other income (expense} consisted
principally of interest income, offset by an accrual for the full amount of the
agreement to settle the lawsuit with Gulf Communicaticns, LLC, including the
legal costs to complete this transaction. For the three months ended March
31, 2001, other income (expense) consisted solely of interest income.

ITEM 2-- Management's Discussion and Analysis of Financial Condition and
Results of Operations

The matters discussed throughout this Form 10-Q, except for historical
facts contained herein, may be forward-looking in nature, or "forward-locking
statements." Actual results mayv differ materially from the forecasts or
projections presented. Forward-looking statements are identified by such words
as "expects," "anticipates," "believes," “intends," "plans" and variations of
such words and similar expressions. We believe that ocur primary risk factors
include, but are not limited to: significant capital reguirements; high
leverage; the ability to service debt; abkility to manage growth; business
Gevelopment and expansion risks; competition; and changes in laws and regqulatory
policies. Any forward-looking statements in the March 31, 2001 Form 10-9 shcould
be evaluated in light of these important risk factors. For additional disclosure
regarding risk factors refer to our Annual Report on Feorm 10-K for the year
ended December 31, 2000,

Business of the Company
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Overview

BTY Telecom Corp., which began operations in 1983 ag Business Telecom, Inc.
("BTI"}, is a leading facilities-based integrated communicaticns provider, or
ICP, in the southeastern United States. We currently offer (1) integrated retail
voice gervices, including local, long distance, paging, AIN applications,
cperator and cther enhanced services; (2} data services, including dial-up and
dedicated Internet service, digital subscriber line ("DSL") high-speed Internet
access, private line, wholesale fiber capacity, frame relay, ATM, network

8




EDGAR Ease 4.0a -- 85182, , BTI Telecom Corp. --

Page 13 of 24

R. R. Donnelley Rev -{) 05/15/2001 16:00:16
BT! Telecom Corp. -

form10q_85182.txt, Seq: 10
File Page/Sheet: /

<PAGE >

integration solutions and Website deszign and development services; and {2)
wholesale voice services including switched/dedicated access and prepaid calling
card services. As of March 31, 2001, we had 28 sales offices in the ascutheastern
United States.

We operate long distance switching centers in Atlanta, Dallas, New York,
Orlando and Raleigh, and began offering local exchange services in November 1997
primaxily on a resale basis. However, we are transitioning customers onto our
own facilities and have installed Lucent S5E2000 local switches in Raleigh,
Charleotte, Greensboro, Greenville and Wilmington, North Carolina; Charleston,
Columbia and Greenville, South Carclina; Knoxville and NWaghville, Tennessee;
Crlande, Tampa and Jacksonville, Florida; and Atlanta, Gecrgia. In addition to
these local switches, we have co-located digital loop carriers in 79 incumbent
local exchange carrier central offices and we have two digital loop carriers in
stand-alone locations to provide more cost-effective local services te our
business customers. These co-locations also farilitate our data service product
offerings, as they allow for more rapid deployment of DSL services. As of March
31, 2001 we had scold approximately 153,500 local access lines, of which 140,700
were in service. Approximately 45% of these lines in service were
facilities-based. As of March 31, 2001 we had also sold 1,725 DSL lines, 1,400
of which were in service.

We operate a fiber optic metwork, consisting of owned and leased
transmission capacity, concentrated in the socutheastern United States. In
October 1937, we purchased, pursuant to an indefeasible right of use, or IRU,
approximately 3,400 route miles of dark fiber from New York te Miami and Atlanta
to Nashville on a fiber optic network being constructed by a national provider.
As of September 30, 2000, all of this network was operational. We have 22
points-of-presence sites deployed along this fiber route with Nortel OC-48 and
DWDM technocleogy te insure sufficient capacity to support our planned growth. We
also own over 100 route miles of fiber in Nerth Carolina's
Raleigh-Durham-Research Triangle Park area. In March 2001 we completed
construction of a 500 mile fiber network from Raleigh, North Carslina to
Savannah, Gecrgia. The completion of this network segment gave us a total of
4,300 miles of fiber optic network in service as of March 31, 20021.

Results cf Operations
For the Three Months Ended March 31, 2001 and 2000

Revenue

Revenue for the quarter ended March 31, 2001, was $73.3 millien,
representing an increase of 9.9% as compared to the same pericd in 2000, when
revenue was $66.7 million. This %6.6 million increase is comprised of increases
of $5.9 millien and §4.9 million in retail integrated voice services revenues
and data services, respectively, partially offset by a decrease of $4.2 millien
in wholesale wvoice services revenue, During this period, we continued to execute
our strategy to diversify our revenue mix, primarily through significant growth
in our leoecal and data services, as well as the addition of new product
offerings.

Total retail integrated wvoice services revenue increased $6.0 million, or
14.6%, from $40.7 million in the first guarter of 2000 to 546.7 million in the
first gquarter of 2001. Growth of 54% in local service revenue accounted for the
increase, combined with a decrease of 4.7% in retail long distance. Retail long
distance minutes of usage actually increased 8.5% over the first quarter of
2000, even though retail long distance revenue decreased during the same period,
demonstrating the ingreased demand that continues to be cffset by price
compressicon. A portion of this price compression has been strategic in its
nature. We have chosen to coffer discounts on our long distance products to
encourage bundling with local and data products. We continue to experience
success in bundling our retail products, as evidenced by the fact that
approximately 90% of our new local service customers also purchase ocur long
distance services. Leocal lines in service increased 46.4% from 96,100 at the end
of first quarter of 2000 to approximately 140,700 at the end of the first
quarter of 2002. In addition, the local lines in service which are
facilities-based increased by 30,000, or 91.0%, from 33,250 at the end of the
first gquarter of 2000 to approximately 63,500 at the end of the first quarter of
2001,

cur total data services revenue increased $4.% million, or 53,7%, from $%.0
million in the first quarter of 2000 to $13.9% million in the first quarter of
2001. Retail data revenue ingreased 30.0% while wholesale data/private line
revenue increased 58.5% during the same period. Also contributing to the
increase in data services revenue were the strategic acguisitions of US Datacom
and Max Commerce, which provide network integration and management solutions, as
well as Web site design and development services, respectively. Strong demand
from both retail and wholesale customers for increasing amounts of data services
is evident in our revenue growth and our current pending order volume which
represents approximately $8.8 wmillion in annual revenue. Additionally, the
continued expansion of our network infrastructure allows us to provide a greater
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percentage of these data services on our network, resgulting in improved customer
service and higher wmargins.

Wholesale voice services revenue decreased %4.2 million, or 24.7%, from
$16¢.2 million in the first quarter of 2000 to $12.7 million in the first gquartexr
of 2001, This decline was due largely to decreased revenus from our prepaid
callinyg card product, which was $4.2 million in the first gquarter of 2000 as
compared to $0.8 million in the first quarter of 2001, This represents a 79.7%
decrease in revenue, which was primarily the result of strategic pricing changes
we made to preserve certain minimum margins on this product. Wholesale long
distance decreased by $0.8 million for the first guarter of 2001 as compared to
the game peried in 2000,
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Wholesale long distance minutes increased 48.7% during the same period,
demonstrating the centinuing effects of price compression driven primarily by
access charge reform.

Cost of Services

Cost. of services increased from $41.7 million in the first quarter of 2000
to $44.1 million in the first quarter of 200l. Cost of serwvices, as a
percentage, improved from 62.5% of total revenue for the three-month period
ended March 31, 2000, to 60.1% for the same period in 2001. Our lower cost of
services percentage during the first quarter of 2001 reflects the effects of
various improvements in our underlying cost components. These include improved
margins on local service as we have installed 4 local switches since the first
guarter of 2000 allowing us to continue to migrate customers onto our own
facilities. With our ongoing investment in local switching infrastructure, we
increased the on-net percentage of local lines from 34% in the first guarter of
2000 to 45% in the first guarter of 2001.

Expansion of our fiber optic network, the continuing effect of access
charge reform and rate decreases from cur underlying service providers have also
improved margin percentages. In addition to increasing revenue from capacity
sales to other telecommunication providers, our fiber coptic network provides for
cost savings throughout our network by reducing payments we make to other
carriers for the use of their transport facilities. At March 31, 2001, we had
deployed approximately 4,300 miles of fiber optic network, an increase of
approximately 1,200 miles over the same period in 2000. In addition, we had
installed 24 frame relay switches within our fiber optic network at March 31,
2001, as compared to 16 at March 31, 2000 allowing us to provide a greater
percentage of data services on our cwn network.

As a result of the growth of our fibar optic network and other
infrastructure, we are able to offer a bundled suite of products, which combines
lovwer long distance rates with facilities-based local service. Overall gross
margins on customers purchasing our bundled suite of products are maintained or
improved over customers purchasing individual or non-bundled products despite a
lower rate per minute for long distance. These improved margins are achieved
becanse we avold access charges on long distance calls placed by our customers
and have the ability to bill other telecommunicaticn carriers access charges for
the use of our local network. In addition, we are able to bundle higher margin
data products with our other services, further diversifying our revenue mix and
increasing our overall margins.

Selling, General and Administrative Expenses

Selliny, general and administrative, or SG&A, expenses in the first quarter
of 2001 were $23.6 million, or 40.4% of revenue, as compared to $26.4 million,
or 39.6% of revenue, for the gsame period in 2000. The increase in the amcunt of
our selling, gereral and administrative expenses was largely attributable to the
significant investment in human resources and increased marketing and
advertising efforts associated with the expansion of our sales offices, local
and data services and deployment of additional fiber cptic network. During 2000,
we copened new sales offices and operations centers, which increased marketing,
sales personnel and other associated costs prior to the generation of
significant revenue. In addition, the introduction of new data services, such as
DEL and frame relay, create significant advance marketing and sales costs to
insure the successful launch of these products. Our larger infrastructure
creates more demand for personnel, and the need for more gualified, technically
advanced personnel is rising as we sell and service more technically advanced
products. These increases in selling, general and administrative expenses as a
percent of reverue are intended to provide us with the ability to expand into
new markets, maximize customer retention and provide for continuing growth.

Puring the fourth guarter of 2000, we implemented a plan of enhanced
spending controls to improve our overall operational afficiency, and more
effectively leverage our existing administrative infrastructure. In addition,
consistent with the cancellation of certain market expansion projects, we also
implemented strategic workforce reductions during the first guarter to
facilitate improvement in our SG&A as a percentage of revenue. These reductions
have resulted irn a decrease in SG&A expenses from the fourth guarter of 2000 to
the first quarter of 2001.

Depreciation and amortization was $10.5 million for the three monthsz ended
March 31, 2001, representing an increase of 47.0% over the same peried in
the previous wyear. The increase was primarily attributable to capital
expenditures related to the expansion of our network cperations centers, fiber
optic network and support infrastructure to accommodate increased traffic volume
and expanded service offerings.

Az discussed in Note 5, in accordance with EITF 94-3, $10.1 million in
restructuring costs were recorded associated with the contraction of our market




EDGAR Ease 4.0a -- 85182, , BT] Telecom Corp. -- Page 16 of 24

expansicn plang under our current business plan.

Other Income [Expense)
Interest expense was $8.7 million for the three month period ended March
31, 2001, compared to $7.5 million in the same period of the previous year. The
51.2 million increass was due to increased borrowings outstanding under our
credit facilities during the first quarter of 2001 as compared te the same

period of 2000.
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Interest income decreased for the three-menth period ended March 31, 2001,
compared to the same period of the previous y=ar. The sale of 5200 million
redeemable preferred stock in December 1999 resgulted in a higher cash balance
in the first gquarter of 2000 compared to the same periocd in 2001.

EBITDA

EBITDA congists of income (logs) before interest, income taxes
depreciation, amertization, restructuring charges, other non-cash charges, and
certain non-recurring items included in other income/expense. EBITDA is a common
measurement of a cowmpany's ability to generate cash flow from operations. EBITDA
is not a measure of financial performance under generally accepted accounting
principles and should not be considered an alternative to net income as a
measure of performance or to cash flows as a measure of ligquidity.

Our EBITDA loss for the three months ended March 31, 2001 was $0.3 million
as compared to a $1.3 million EBITDA loss for the same peried in 2000. The
increase in EBITDA was attributable to a 9.9% increase in revenue offset by a
5.7% increase in cost of services as well as a 12.2% increase in SG&A for the
three months ended March 31, 2001 over the same period in 2000, The increase in
our selling, general and administrative expenses is due to our growth
initiatives and expansion of new products and services during 2000.

Income Taxes

We generated net losses for the three month periods ended March 31, 2001
and 2000. Based upon management's plans to expand the business through the
construction and expansion of our networks, customer base and product offerings,
this trend is expected to continue. Given these circumstances, we have
established a valuation allowance for the net deferred tax assets associated
with these net operating losses. As such, there was no impact on the results
from operations for net operating losses generated during the three month
periods ended March 31, 2001 and 2000. We will reduce the valuatien allowance
when, based on the weight of available evidence, it is more likely than not that
some portion or all of the deferred tax assets will be realized.

Ligquidity and Capital Resources
Review of Cash Flow Activity

We have funded our operations and growth primarily from borrowings,
proceeds from the sale of our redeemable preferred stock and operating cash
Llows. During the first three months of 2001 we used %28.5 million for operating
activities as compared to $15.8 million in the same period in 2000. The primary
cause of this change was the net loss of $25.6 million experienced during the
first three months of 2001 compared to the net loss of $17.4 million in the same
period of 2000. Additionally, in the first guarter of 2001, we had an increase
in accounts receivable of $7.7 million offset by an increase in advance billings
and other liabilities of $9.1 million. Increases in accounts receivable, advance
billings and other liabilities are primarily the result of dark fiber IRU gales
and the increased sales of local and data services.

Cash used for investing activities during the first three months of 2001
was $15.3 million compared to $18.0 million in the first three months of 2000.
The net investment in capital expenditures was $9.9 million and $25.2 million
during the three-month periods ended March 31, 2001 and 2000, respectively.
These investments were primarily related to the deployment of fiber optic
network and purchases of eguipment for the continuing development of our
facilities-based local exchange services. Cash used for restricted investments
was inecreased in part by the provision of $3.0 million of cash for the three
months ended March 31, 2001 to collaterize outstanding letters of credit, and
was offset in part by the reduction in restricted cash resulting from the use of
512.8 million to fund the interest payments on the 10 1/2% Senicr MNotes for the
thres month period ended March 31, 2000.

Cash provided by financing activities in the first three months of 2001 was
§108.7 million compared to cash used in financing activities of 0.1 million in
the first three months of 2000. During the three months ended March 31, 2001, we
received net proceeds of 3$44.2 and £66.0 million from the senior secured note
isguance and Series B Preferred investment, respectively, described below.

Debt
10 1/2% Senior Motes. On September 22, 1997, we issued $250.0 millicn

principal amount of 10 1/2% Senior Notes {the "Senior Notes"} due 2007. Interest
on the Senior Notes is payable semiannually, on March 15 and September 15.

11
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The Senior Notes are unsubordinated indebtedness equal in right of payment
with all of our existing and future unsubordinated indebtedness. Approximately
574.1 million of the net proceeds from the sale of the Senior Notes was used to
purchase U.S. government securities to zecure and fund the first six interest
payments on the Senior Notes through the September 15, 2000 payment. The Senior
Notes will mature on September 15, 2007.

Upon a change in control, as defined in the indenture governing the Senior
Notes, we will be required to make an offer to purchase the Senior Notes at a
purchase price equal to 101% of their principal amount, plus accrued interest.

The indenture governing the Senior Notes contains certain covenants that
affect, and in certain cases significantly limit or prohibit, among other
things, cur ability to incur indebtedness, pay dividends, prepay subordinated
indebtedness, repurchase capital stock, make investments, engage in transactions
with stockholders and affiliates, create liens, sell assets and engage in
mergers and consclidations. If we fail to comply with these covenants, our
obligaticn to repay the Senior Notes may be accelerated. However, these
limitations are subject to a number of important qualifications and exceptions.
In particular, while the indenture restricts our ability tec incur additional
indebtedness by requiring compliance with specified leverage ratics, it permits
us to incur an unlimited amount cf additicnal indebtedness to finance the
acquisition of equipment, inventery and network assets and up to $100.0 millien
of other additional indebtedness.

Senior Secured Note. Concurrent with the closing of the Series B Preferred
Investment {described below), we also issued a Senior Secured Note {the "Note")
to WCAS CPIII in the amcunt of 550 million. The Note is secured by a second
priority lien on certain of our assets and the stock of cur operating
subsidiary, and matures immediately following the repayment of the restructured
senior credit facilities. The Note bears interest at the higher of 10% per annum
or the rate existing on cur senlor credit facilities, and contains covenants
identical to those contained in our senior credit facilities. The Note also
provided for the issuance tc WCAS CP III of 7,143 ghaves of Series B preferred
stock, and 1.5 million warrants to purchase our Series B preferred stack at $.01
per share and has terms identical to the Series B warrants described below.

The proceeds of the Series B transacticon and the Note will be used to continue
building our telecommunications network, to expand our infrastructure and
marketing resources, to make acquisitions, to provide working capital and for
other general corporate purposes.

1z
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Restructured Credit Facility. Effectiwve March 30, 2001, we restructured our
existing GE Capital Facilities and our Bank of America Facility. In connection
with this restructuring, we entered into a new $89 million loan with GE Capital,
Bank of America, and Export Development Corporation {(the "Loan"), which was
fully drawn at closing, notwithstanding certain outstanding letters of credit.
The Loan contains a provision to allow its expansicn to 3100 million if we
chtain a commitment from an additional lender. The Loan begins gquarterly
amortization in 2003, and matures on April 30, 2007. The issuance of the Loan
wag conditioned upon the closing of the Series B preferred stock and the Note
discussed above.

Interest accrues on the Loan, at our option, at either 1-, 2-, 3-, or
6-month reserve-adjusted LIBOR or an Index Rate (the higher of the prime rate or
50 basis points over the Federal Funds Rate) plus an applicable margin. The
applicable margin varies, based upon our financial condition, from 3.50% to
4.50% for LIBOR borrowings and from 2.50% to 3.50% for Index Rate borrowings.
The Loan is secured by a first priority lien on all of our assets and requires a
prepayment penalty of 1% during the first year. The Loan requires our compliance
with various financial and administrative covenants, including, among others,
covenants limiting our ability to incur debt, create liens, make distributions
or steck repurchases, make capital expenditures, engage in transactions with
affiliates, sell assets and engage in mergers and acquisitions. In addition, the
Loan contains affirmative covenants, including, among others, covenants
requiring maintenance of corporate existence, licenses and insurance, payments
of taxes and the deliwvery of financial and other information. We are currently
in compliance with these covenants, but there can be no agsurance that we will
be able to continue meeting these covenants or, if required, obtain additional
financing on acceptable terms, and the failure tc do so may have a material
adverse impact on our business and operations.

On January 12, 2001, Standard & Poor's (*"S&P") lowed our corporate credit
rating from B to CCC+ and our senior unsecured long term debt rating from B to
CCC-. This rating action reflected concerns regarding our near-term liguidity,
since we did not vet have the funding reguired to suppert our business plan. S&P
indicated that ocur ratings remain on CreditWatch and that further adjustments
were likely if additional funding was not cobtained in the very near term. S&P
also adjusted the rating on our senior secured credit facilities from B+ to B-.
Subseguent to this announcement, we closed debt and eguity transactions
providing total additional capital of $110 millien during the first quarter of
2001.

Cn January 18, 2001, Mocdy's Investors Service ("Moody's") adjusted the
rating on cur $250 million 10 1/2% Senior Notes and our issuer rating from B3 to
Caal, reflecting concerns similar to those cited by S&P regarding our
constrained liquidity situation. Moody's indicated that, given our recent EBITDA
losses and projected capital expenditures, they were concerned that ocur January
sale of $20 million of Series B preferred stock did not provide sufficient
capital to fund cur business plan for 2001. Moody's alsc adjusted the rating on
our senicr secured credit facilities from B2 to Bl, and advised that all ratings
had been placed on review for possible further adjustment. On March 30, 2001, we
closed debt and equity transactions providing %90 million of capital in addition
tc the $20 million secured in January 2001.

Preferred Equity Investments

Beries A Preferred Stock. On December 28, 1999, Welsh, Carson,
Anderscn & Stowe VIII, L.P. and two affiliated funds (tcgether, "WCAS"), all of
which are accredited investors, purchased an aggregate of 200,000 shares of our
Series A preferred stock and warrants to purchase 4,500,000 shares of our common
stack for a purchase price of $200.0 million. Each share of Series A preferred
stock is initially convertible into 116.959 shares of common stock, subject to
adjustment for certain dilutive issuances of our common stock. If not converted,
the Series A preferred stock has a 6% accrued dividend payable upon conversion
in cash or in kind at our election. The purchasers of the Series A preferred
stock can redeem the stock at a price equal to the greater of liguidation value
or fair market walue upon the later of December 28, 2006, or six months after
the date on which all amounts due on our Senior Notes are paid in full. The
warrants teo purchase 4,500,000 shares of common stock, subject to adjustment for
certain dilutive issuances, have an exercise price of $0.01 per share and are
exercisable for a period of ten years beginning on the sarlier of a change in
control of BTT Telecom, Corp. or December 28, 2002. The warrants are cancelable
in the event we undertake a public offering of our common stock and our stock
achieves certain price levels.

Series B Preferred Stock. In two transactions during the first gquarter of
2001, we issued 59,999 shares of Series B preferred stock {("Series B") to
existing shareholders at a price of 31,000 per share, providing total proceeds
of approximately $60 million. On January 12, 2001 we issued 9,999 shares to our
Chairman and Chief Executive Officer (alsc our majority common shareholdex) and
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10,000 shares to WCAS to provide interim working capital of approximately $20
million while the remaining transactions were negotiated and closed. On March
30, 2001, we completed the second transaction, in which we issued an additional
40,000 shares of Series B preferred stock to WCAS, algo at a price of §1,000 per
share, producing total gross proceeds of 540 million. A1l shares of Series B
have customary anti-dilution protections. The closing of the second transaction
was subject to certain conditions, including the restructuring of our senior
credit facilities and the issuance of the Note, described above, in order to
provide for a fully funded busginess plan. The Seriss B terms also required the
payment of a $1.0 million financing fee to an affiliate of WCAS.

The terms of the Series B preferred stock alsc provide for the issuance of
warrants to purchase 12.6 million shares of our common stock at a price of 40.01
per share. The number of warrants issued may be reduced to a minimum of 6.6
million, or increased to a maximum of 18.6 million, based upon our attaining
certain financial plan objectives on a guarterly basis through the end of 2001.
The warrants are exercisable for a period of ten years beginning on January 12,
2001, and are subject to customary anti-dilution provisions.

Each share of Series B stock is convertible into B0OO shares of our common stock.
The holders are also entitled to dividends equal to the greater of (i) 6% per
annum of the original purchase price of $1,000 per share or (ii) the amount of
dividends that would have

13
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been received during such period had the Series B been converted into shares of
our common stock. Such dividends are payable in cash or stock at our election.
The Series B shareholders may redeem their shares at a price equal to the higher
of the fair market value or liguidation value upon the later of January 12,
2008, or =ix months after our 10 1/2 % senior notes are refinanced. In the event
of liquidation, dissolution or winding up of the Company, the holders are
entitled to be paid out of the assets of the Company, prior and in preference to
commen stockholders or any other class or series of capital stock, an amount
equal to the greatest of (i) $1,000 per share plus accrued and unpaid dividends
thereon, (ii) such amount as would have been payable had the Series B been
converted into shares of our common stock immediataly prior to such an event and
(iii) an amount representing an internal rate of return on the investment of the
holders of the Series B of 20%.

The Series B agreement also contains governance provigions whereby WCAS
representatives will constitute a majority of the RBoard of Directors until such
time as their ownership falls below a specified minimum level. In addition,
Peter Leftin entered into an agreement to vote his common shares in favor of any
action approved by the Board of Directors. The Series B terms also provide
approval rights on certain types of transactions requiring a majority vote of
the Series B sharsholders. The holders of a majority of cur Series A and Series
B shares may also direct the Board to effect a sale of the company after
December 31, 2002, or soecner, if we fail to meet certain financial performance
objectives.

The proceeds of the Series B transaction and the Note will be used to continue
building our telecommunications network, to expand our infrastructure and
marketing rescurces, to make acquisitions, to provide working capital and for
other general corporate purposes.

Net Capital Spending

We incurred net capital expenditures of $9.9 million during the three
months ended March 31, 2001, primarily related to our fiber optic network and
our competitive local exchange carrier (CLEC) operations. We spent $29.2 million
on net capital expenditures during the same period in 2000. Based on our current
business plan and the availability of future financings, we do not expect total
capital expenditures to exceed $20 million for 2001 and 2002, Capital
expenditures include the projected costs of:

o expanding the capacity of cur fiber optic network to meet customer
demand
o expanding cur local service infrastructure consistent with access

line growth; and
o enhancing our data service offerings.

The actual amount and timing of cur capital requirements might differ
materially from the foregeing estimate as a result of regulatory, technological
or competitive developments {including market developments and new
opportunities) in the telecommunicaticns industry., We believe that cash on hand,
borrowings expected to be available under the Loan and the Note, and cash flow
from operations will be sufficient to expand our business as currently plamnned.
In the event our plans change or our foracasts prove te be inaccurate, the
foregoing sources of funds may prove tc be insufficient to fund our planned
growth and operations. We might also require additicnal capital in the future
(or soconer than currently anticipated) for new business activities related to
our current and planned businesses, or in the event we decide to make additional
acguisitions, reacquire certain of our outstanding securities, or enter inte
joint wventures and strategic alliances. Sources of additional capital may
include public and private debt eguity offerings, subject to compliance with the
provisions in the indenture governing the 10 1/2% Senicr Notes, the Loan, the
Note, and the Series A and B preferred stock, Additiomal financing might not ke
available to us, or might not be available on terms acceptable to us and within
the restrictions contained in our financing arrangements.

14
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Effects of New Accounting Standards

In June 1958, the Financial Accounting Standards Board ("FASB"} isaued
Statement of Financial Accounting Standards No. 133, "Accounting for Derivative
Instruments and Hedging Activities" ("SFAS 133"}. SFAS 133 reguires the
recognition of all derivatives on our consolidated balance sheet at fair value.
SFAS 133, as amended by SFAS 138, is effective for all guarters of fiscal years
beginning after June 15, 2000. The adoption of $FAS 132, as amended, had no
effect on our results of operations or financial position as we do not have
derivative instruments at March 31, 2001,

Effective January 1, 2000 we changed our method of accounting for revenue
recognition in accordance with Staff Accounting Bulletin No. 101{"SAB 101"),
"Revenus Recognition in Financial Statemsnts.® SAB 1071 provides additicmal
guidance in applying generally accepted accounting principles to revenue
recognition in financial statements. Through December 31, 1999, we recognized
ingtallation revenue upon completion of the installation. Effective January 1,
2000, in accordance with the provisions of SAB 101, we began recognizing
installation revenue and related costs over the average contract pericd. The
adeption of SAB 101 did not have a material impact on our results of cperations
or financial position.

ITEM 3 -- Quantitative and Qualitative Disclosure About Market Risk
Interest Rate Risk

Our investments are limited primarily to U.8. Treasury securities, certain
time deposits, and high-quality repurchase agreements and commercial paper (with
restrictions on the rating of the companies issuing these instruments). We do
not invest in any derivative or commodity type instruments. Accordingly, we are
subject to minimal market risk on any of our investments.

The majerity of our debt is represented by the $250 million Senior Notes,
which bear interest at a fixed rate. Althcugh the actual service requirements of
this debt are fixed, changes in interest rates generally could put us in a
position of paying interest that differs from then existing market rates. The
remainder cf cur debt consists of the Note and the Loan, which bear interest at
variable rates based upon market conditions and our financial position. As of
Maxch 31, 2001, korrowings under the Loan were $139.5 million. If the weighted
average interest rate on this variable rate debt is 100 basis points higher or
lower in the next twelve months, our interest expense would increase or decrease
approximately 51.4 miliion for the next twelwve months. Mapagement believes that
thiz debt does not currently create a significant amount of interest rate risk
and, as such, has not engaged in any related hedging transactions. However, as
market conditions and cutstanding borrewings under this debt change, management
intends to continue te evaluate our business risk, and we might enter into
hedging transactions if conditions warrant.
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EART II -- OTHER INFORMATION
ITEM 1 -- Legal Proceedings

The Company is subject to various legal proceedings, including regulatory,
judicial and administrative matters, all of which have arisen in the ordinary
course of business. The Company's management believes that the ultimate
resolution of these matters will not have a material adverse effect on the
financial condition, results of operation or cash flows of the Company.

In April 2000, the Company was served with a lawsuit filed by Wachovia
Bank, N.A. and Wachovia Securities, Inc. (collectively, "Wachovia"). Wachovia
alleged that the Company breached a letter agreement between Wachovia and the
Company which provided that Wachovia would receive a placement fee of $10
million in exchange for Wachovia's services as financial advisor, The parties
have agreed to a confidential settlement of this matter that includes a
digmissal with prejudice of all claims. The full settlement amount, less the
amount originally accrued, has been recorded as additional eguity transaction
costs and therefore had no impact on the Company's earnings.

Also in April 2000, the Company joined 13 other competing local exchange
companies to bring a lawsuit against ATET and Sprint in federal court in
Virginia to collect access charges that the defendants have ordered and accepted
pursuant to the Company's lawfully filed tariffs. As of March 31, 2001 AT&T owed
the Company approximately 37.4 million and Sprint owed the Company approximately
$2.4 million for access services. Proceedings in this case are stayed until July
19, 2001, while the FCC considers two issues that were referred to it by the
Court. In response to the Court's referral, in January 2001, AT&T and Sprint
filed a formal rate complaint against the Company at the FCC seeking unspecified
damages. Because discovery is ongoing, and due to the uncertainties inherent in
the complaint process, the Company is unable to predict the outcome of these
complaints.

Except as described above, we are not a party to any pending legal
proceedings that we believe would, individually or in the aggregate, have a
material adverse effect on our financial condition or results of operations,

ITEM 2 -- Changes in Securities and Use of Proceeds

Ra of March 31, 2001, an aggregate of 92,542,370 shares of common stock was
cutstanding, 92,397,661 of which was held by our founder, Peter T. Loftin, and
the remainder of which was held by one entity and four individuals. At March 31,
2001, Welsh Carson Anderson & Stowe VIII, L.P. and two affiliated funds
{together, "WCAS") held all of the 200,000 cutstanding shares of cur Series A
preferred stock. The Series A preferred stock is convertible into shares of our
common stock at any time at the election of WCAS. The conversion rate is 116.959
shares of common stock for every share of Series A preferred stock, subject to
adjustment for certain dilutive issuvances of our common stock.

In & geries of transactions during the first guarter of 2001, we issued
67,142 shares of Series B preferred stock, warrants to purchase common stock and
4 Senior Secured Note in the aggqregate principal amount of $50.0 millicn, the
details of which transactions are set forth under Item 2, "Management's
Discussion and Analysis of Financial Condition and Results of Cperations."
57,143 shares of the Series B preferred stock were issued to WCAS and 2,233
shares were issued to Mr. Loftin. There is no established public trading market
for our Series B preferred stock. The Series B preferred stock is convertible
into shares of our commen stock. The conversion rate is 800 shares of common
stock for every share of Series B preferred stock, subject tec adjustment for
certain dilutive issuances of our <¢ommon stock.

For the three months ended March 31, 2001, we granted no options to
purchase shares of cur comwmon stock. In January 2001, we issued an aggregate of
1,334 shares of common stock upon the exercise of stock options with an exercise
price of $3.00 per share.

ITEM 4 --
ITEM 6 -- Exhibits and Reports on Form 8-K
A report on Form B-K was filed on January 31, 2001 tc report the

investment of an aggregate $20.0 million in the Company by WCAS and
Peter T. Loftin,
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STIGNATURES

Purauant to the reguirements of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the

undersigned thereunto duly authorized.

BTI TELECCM CORP

(Registrant)

Dated: May 15, 2001
/¢/ BRIAN BRANSON
Brian Branson
Chief Financial Officer
{Principal Financial and Accounting Officer!)
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